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Carbon Pricing:
The Missing Ingredient for Decarbonisation

Andrew Bowley, Wholesale Governance Officer,

Carbon pricing importance to
economic decisions

The ever deepening focus on sustainable
finance is most certainly based in an
environmental crisis-led trend, with growing
recognition of the criticality of decarbonising
the world’s economy as a means to restraining
the growth in global temperatures, which so far
have risen a little over 1 degree centigrade since
pre-industrial times. The Paris Agreement
target of “well below” 2 degrees total rise
by the year 2100 and efforts to contain to 1.5
degrees are centred on policies that will evolve
over this and the following decades.

If we consider that emissions of carbon
into the atmosphere must be limited, then
foundational economic analysis will tell you
that carbon emissions should be treated as a
scarce resource, and need to be managed by
supply and demand dynamics.

To achieve this, emissions need to be
restrained and priced.

In 2020 however, the world economies to a
significant extent operate without this price
being in place. Emissions for many are a
free good, and only explicit policy measures
will address that.

The result today is that most businesses
operate without adequate consideration of
this missing cost. Commercial decisions are
made without the full consideration of this
externality, and we cannot therefore expect
the right decisions - those that would achieve
the agreed Paris targets - to be made.

Nomura International Plc

Carbon or Emissions?

It is easy to interpose references to “carbon”
and “emissions” in this context, but before
proceeding we should consider how these
terms differ.

In the study of climate, carbon is generally
used to refer to either Carbon Dioxide (CO2)
levels, or CO2 emission levels.

Greenhouse Gases, those elements in the
atmosphere that absorb heat and warm the
planet, are made up of more than CO2. The
main four Greenhouse Gases are Carbon
Dioxide, Methane (CH4), Nitrous Oxide
(N20), and Ozone (O3).

While Carbon Dioxide is the prevalent
emission, the warming effects of these
elements vary. Methane for instance has
many multiples of the warming effect of
Carbon Dioxide.

National pledges are also varying, or
potentially unclear. China (by 2060) has
recently committed to Carbon Neutrality,
which is generally understood to be
references to Carbon Dioxide only. Japan
and South Korea (by 2050) have recently
committed to Climate Neutrality, and US
President Elect Joe Biden also talks in these
terms.

The UK and EU are each committing to

being Climate Neutral by 2050 (with explicit
reference to all Greenhouse Gases).
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Carbon pricing mechanisms in
place and planned

Carbon pricing does exist with some
maturity today, and this progression is
increasing. The main component of this is
various Emissions Trading Schemes (ETS),
which are in place in some jurisdictions,
and more are planned. The Economist has
estimated that around 20% of the world’s
emissions are today covered by such schemes.

The main ETS scheme is in the European
Union, and China is close to implementing
its planned scheme. Additionally there are
state schemes in the US.

Under the EU Green Deal was a pledge to
increase the EU ETS coverage (based on
the industries included) from 45% to 55% of
emissions by adding further sectors. As well
as pricing, the EU reduces allowances by
2.2% per annum to force change.

The voluntary markets are small but
growing and the growth is aligned to the
offset strategies of key sector businesses -
leisure such as airlines and hotels, but also
the broader corporates where entities have
pledged themselves to be carbon neutral
in short timeframes. Carbon pricing in
voluntary markets tends to vary by project
- paying more for a better quality offset
project (eg windfarm development vs
reforestation), and for inclusion of additional
UN Sustainable Development Goals (SDGs).

Pricing levels - actual and needed

Ultimately the need is for sufficiently high
carbon pricing that firstly makes legacy
carbon intensive activities unviable, and
consequently also makes low carbon activity,
and decarbonisation economically viable
initiatives.

In broad terms existing ETS schemes are
around the $20 mark (per ton CO2), and
voluntary schemes are generally still below
$10 per ton. The International Monetary

Fund (IMF) in December 2019 stated from
their research that the price needs to be
around $75 by 2030 to yield the changes that
would meet the Paris commitments.

How the financial services sector
is addressing the missing pricing

The financial services sector, through
leveraged influence has a strong role to
play in developing sustainable economies.
Financial services firms are able to run
ahead of meaningful carbon pricing by a few
interim measures.

The first of these is simply for banks and
fund managers to track the CO2 emission
levels of the firms they invest in, and directly
seek to lower these through engagement or
divestment.

More structurally, banking prudential
management is increasingly focussed on
carbon as a risk factor, where aggressive
policy change could have significant impact on
high carbon businesses that are unprepared.
Assessment of this risk factor naturally leads
to changed behaviour.

Options for pricing structures

In addition to ETSs and voluntary carbon
and emissions markets, governments have
additional carbon levers that can be used,
most notably in relation to taxes.

Direct carbon or emissions taxation would
have the same effect as emissions schemes.
These in turn can be extended as carbon
border taxes, which have the aim of not only
penalising carbon intensity of imports, or
carbon intensive transport costs of those
imports, but also protecting the domestic
corporates from the arbitrage of operation
overseas to avoid other carbon measures.

The most notable example here is the
planned EU Carbon Border Adjustment
Mechanism (CBAM), which is being
implemented as a part of the EU Green
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Deal. This naturally has the potential to
impact international trade and to be a point
of geopolitical tension. The EU is already
under pressure from overseas to ensure that
the CBAM is fair and consistent with World
Trade Organisation rules.

And finally it is worth connecting here
the removal of existing carbon subsidies
such as fuel subsidies. In June 2018, the
Overseas Development Institute claimed G7
governments continued to provide at least
£80bn each year to support the production
and consumption of oil, gas and coal.

It was estimated by the EU for example that
the UK subsidises carbon to the value of
£10.5bn a year, through a combination of
direct government support for fossil fuel
industries, reduced Tax (VAT) rates on
domestic fuel (gas, electricity), winter fuel
allowances and transportation fuel subsidies.

Conclusion

Carbon pricing, and at meaningful price
levels, is a key factor for decarbonisation.
Such schemes are also a way for governments
to raise finance for other green initiatives,
so have a valuable secondary effect.

Governments will, however, need to consider
the implications and social policy dynamics
of such schemes. Charges on domestic
heating and personal transportation does
have a detrimental immediate effect on
society and needs to be considered with
balanced social policies.
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